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previously taxed income. On January 1, 1981,
X has $20 of accumulated DISC income, no
previously taxed income, and a deficit of $36
in other earnings and profits. The deficit of
$16 in accumulated earnings and profits re-
mains the same.

[T.D. 7324, 39 FR 35120, Sept. 30, 1974]

§1.996-3 Divisions of earnings and
profits.

(a) In general. For purposes of sec-
tions 991 through 997, the earnings and
profits of a DISC, or former DISC, shall
be treated as composed of the following
three divisions:

(1) Accumulated DISC income (as de-
fined in paragraph (b) of this section),

(2) Previously taxed income (as de-
fined in paragraph (c) of this section),
and

(3) Other earnings and profits (as de-
fined in paragraph (d) of this section),

(b) Accumulated DISC income defined.
(1) Accumulated DISC income is that
portion of a corporation’s earnings and
profits which were derived during tax-
able years for which it qualified as a
DISC and which were deferred from
taxation. Accumulated DISC income as
of the close of each taxable year of the
corporation is—

(i) The amount of accumulated DISC
income as of the close of the imme-
diately preceding taxable year in-
creased by,

(ii) The amount of DISC income for
the year (as determined in subpara-
graph (2) of this paragraph) and re-
duced (but not below zero) by,

(iii) The items enumerated in sub-
paragraph (3) of this paragraph.

(2) Under section 996(f)(1), DISC in-
come is (i) the earnings and profits de-
rived by the corporation during a tax-
able year for which such corporation is
a DISC minus (ii) amounts deemed dis-
tributed under §1.995-2 other than the
amount of foreign investment attrib-
utable to producer’s loans described in
§1.995-2(a)(5). For example, the earn-
ings and profits of a DISC for a taxable
year include any amounts includible in
such DISC’s gross income pursuant to
section 951(a) (relating to controlled
foreign corporations). Deemed distribu-
tions under §1.995-2(a)(5) are taken into
account under subparagraph (3) of this
paragraph as a reduction in computing
accumulated DISC income.
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(3) The accumulated DISC income (as
increased by DISC income for the year
determined under subparagraph (2) of
this paragraph) is reduced by each of
the following items in the following
order:

(i) Any amount deemed distributed
for such year under §1.995-3 (relating to
deemed distributions upon disqualifica-
tion),

(ii) Any amount of foreign invest-
ment attributable to producer’s loans
deemed distributed for such year under
§1.995-2(a)(5) to the extent it is charged
to accumulated DISC income under
§1.996-1(b)(1)(1),

(iii) The amount of any adjustment
to accumulated DISC income for such
year under §1.966-4(b)(1), and

(iv) To the extent they are treated,
under §1.996-1 (a) or (b) (relating to or-
dering rules for distributions), as made
out of accumulated DISC income, the
amounts of any actual qualifying dis-
tributions pursuant to §1.992-3 in the
order in which they are made, and
thereafter by the amounts of any other
actual distributions in the order in
which they are made, except that, prior
to each actual distribution, accumu-
lated DISC income shall be reduced by
the portion of any deficit in earnings
and profits for the taxable year charge-
able at that time under §1.996-2(a)(2) to
accumulated DISC income.

(4) Every distribution or other reduc-
tion in accumulated DISC income pur-
suant to subparagraph (3) of this para-
graph shall be charged to the most re-
cently accumulated DISC income.

(c) Previously taxed income. Under sec-
tion 996(f)(2), previously taxed income
as of the close of each taxable year of
the corporation is an amount equal
to—

(1) The sum of—

(i) The amount of previously taxed
income as of the close of the imme-
diately preceding taxable year,

(ii) Amounts deemed distributed for
the current year under §1.995-2 (relat-
ing to deemed distributions in qualified
years),

(iii) Amounts deemed distributed for
the current year under §1.995-3 (relat-
ing to deemed distributions upon dis-
qualification),
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(iv) With respect to a distribution in
redemption to which §1.996-4(b)(1) ap-
plies, an amount equal to the excess (if
any) of (@) the amount of the reduction
under §1.996-4(b)(1) in accumulated
DISC income over (b) the reduction in
the corporation’s earnings and profits
(see section 312(e)), and

(v) Any amount by which accumu-
lated DISC income is reduced under
paragraph (b)(3)(ii) of this section by
reason of a deemed distribution as a
dividend, under §1.995-2(a)(5), of an
amount of foreign investment attrib-
utable to producer’s loans,

(2) Decreased (but not below zero), to
the extent they are treated, under
§1.996-1 (a) or (b) (relating to ordering
rules for distributions), as made out of
previously taxed income, by the
amounts of any actual qualifying dis-
tributions pursuant to §1.992-3 in the
order in which they are made, and
thereafter by the amounts of any other
actual distributions in the order in
which they are made, except that, prior
to any actual distribution, previously
taxed income shall be reduced by the
portion of any deficit in earnings and
profits for the taxable year chargeable
at that time under §1.996-2(a)(3) to pre-
viously taxed income.

(d) Other earnings and profits. Under
section 996(f)(3), other earnings and
profits consist of earnings and profits
other than accumulated DISC income
and previously taxed income described
respectively in paragraphs (b) and (c)
of this section. Other earnings and
profits as of the close of each taxable
year of the corporation is (subject to
paragraph (e) of this section) an
amount equal to the amount of other
earnings and profits as of the close of
the immediately preceding taxable
year decreased (if necessary, below
zero) in the following order by—

(1) To the extent they are treated,
under §1.996-1 (a) or (b) (relating to or-
dering rules for distributions), as made
out of other earnings and profits, the
amounts of any actual qualifying dis-
tributions pursuant to §1.992-3 in the
order in which they are made, and
thereafter the amounts of any other
actual distributions in the order in
which they are made, except that, prior
to any actual distribution, other earn-
ings and profits shall be reduced by the
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portion of any deficit in earnings and
profits for the taxable year chargeable
at that time under §1.996-2(a)(1) to
other earnings and profits, and

(2) With respect to a distribution in
redemption to which §1.996-4(b)(1) ap-
plies, an amount equal to the excess (if
any) of (a) the reduction in the cor-
poration’s earnings and profits (see sec-
tion 312(e)) over (b) the amount of the
reduction under §1.996-4(b)(1) in accu-
mulated DISC income.

(e) Distributions in kind. (1) For pur-
poses of determining, under paragraphs
(b), (c), and (d) of this section, the
amount by which any division of earn-
ings and profits is reduced by reason of
a distribution of property (other than
money or the DISC’s, or former DISC’s,
own obligations), the amount of such
distribution is the fair market value of
such property at the time of the dis-
tribution.

(2) For any taxable year in which the
DISC makes a distribution of such
property, the amount of other earnings
and profits determined under para-
graph (d) of this section (without re-
gard to this subparagraph) shall be—

(i) Increased by the excess (if any) of
the amount of such distribution treat-
ed as a dividend under section 316(a)
over the adjusted basis of such prop-
erty, and

(ii) Decreased by the excess (if any)

of the adjusted basis of such property
over the amount of such distribution
treated as a dividend under section 316
(a).
Each item of property shall be consid-
ered separately for purposes of making
the adjustment under this subpara-
graph.

(f) Examples. The provisions of
§§1.996-1, 1.996-2, and this section may
be illustrated by the following exam-
ples:

Example 1. M Corporation, which uses the
calendar year as its taxable year, elects to be
treated as a DISC beginning with 1974. Dur-
ing 1975, M derives no earnings and profits
and makes no deemed or actual distribu-
tions, except that on December 31, 1975, M’s
shareholders are treated as having received a
dividend distribution of $100 under §1.995-2
(a)(b) (relating to foreign investment attrib-
utable to producer’s loans). M’s earnings and
profits are adjusted as shown on line (2) of
the table below on the basis of facts assumed
therein.
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Accumu- :
| Accumu- Previously Other
Iai‘:%c; 2?]'3 lated DISC | taxed in- earnings
profits income come and profits
(1) Balance January 1, 1975 ........... $450 $100 $250 $100
(2) Adjustments (see paragraphs (b)(3)(ii) and (c)(1)( ) of this section) ..... 0 (100) 100 0
(3) Balance January 1, 1976 ........... 450 0 350 100

Example 2. N Corporation, which uses the
calendar year as its taxable year, elects to be
treated as a DISC beginning with 1972. Dur-
ing 1973, N derives no earnings and profits for
the year and makes no deemed or actual dis-
tributions, except that A, a shareholder, re-
alized $200 of gain upon receiving an actual
cash distribution of $300 in redemption of N
stock having an adjusted basis of $100 in his
hands. The redemption is treated as an ex-

change under section 302(a) but, under sec-
tion 995(c), A includes the $200 of gain in his
gross income as a dividend. Assuming that,
under section 312(e), $240 is properly charge-
able to capital account of N and that, under
§1.996-4(b), accumulated DISC income is re-
duced by $200, N’s accounts are adjusted on
line (2) of the table below on the basis of
facts assumed therein.

Accumu- .
Accumu- Previously Other
Capital Ie};eté 2?{3' lated DISC | taxed in- earnings

;?rofits income come and profits

(1) Balance January 1, 1973 . $2,000 $400 $300 $100 0
(2) Adjustments (see §1. 996—4(b) and paragraph (c)(1)(|v) of

this section) ... (240) (60) (200) 140 0

(3) Balance January 1, 1974 . 1,760 340 100 240 0

Example 3. P Corporation, which uses the
calendar year as its taxable year, elects to be
treated as a DISC beginning with 1973. Dur-
ing 1974, P derives no earnings and profits for
the year and makes no deemed or actual dis-
tributions, except for a distribution to B, its
sole shareholder, of property with a fair mar-
ket value of $100 and an adjusted basis in P’s

hands of $40. Under §1.996-1(a)(1), B treats
the entire amount of the distribution as
being made out of previously taxed income
and, under §1.996-1(c), excludes it from his
gross income. P’s earnings and profits, divi-
sions are adjusted on lines (2) and (3) of the
table below on the basis of facts assumed
therein.

Accumu- .
| Accumu- | Previously Other
Iail:]eds 2?:3 lated DISC | taxed in- earnings
[grofits income come and profits
(1) Balance January 1, 1974 ........... $200 $80 $120 0
(2) Adjustment under paragraphs (c)(2) and (e)(1) this sectlon (40) 0 (100) 0
(3) Adjustment under paragraph (e)(2)(i) of this section 0 0 0 $60
(4) Balance January 1, 1975 ........... 160 80 20 60

Example 4. Q Corporation, which uses the
calendar year as its taxable year, elects to be
treated as a DISC beginning with 1974. On
January 1, 1975, Q has accumulated earnings
and profits of $1,200 and, during 1975, Q incurs
a deficit in earnings and profits of $365. The
amount of such deficit incurred as of any
date before the close of 19756 cannot be shown.
On July 1, 1975, Q makes a cash distribution
of $650, with respect to its stock to C, Q’s
sole shareholder. C subsequently transfers by

gift all of his Q stock to D. On December 31,
1975, Q makes a cash distribution of $650,
with respect to its stock, to D. Under these
facts and additional facts assumed in the
table below, C is treated as having received
a dividend of $650 of which $320 is treated as
distributed out of previously taxed income
and excluded from gross income. D is treated
as receiving a dividend of $186. Adjustments
to Q’s earnings and profits accounts are il-
lustrated in the table below:
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Accumu- .
Accumu- Previously Other
|ai:16C; 2?1'3' lated DISC | taxed in- earnings
F?rofits income come and profits
(1) Balance January 1, 1975 ........... $1,200 $800 $320 $80
(2) Portion of 1975 deficit of $365 chargeable as of June 30 1975 pursu-

ANE10 §1.996-2(8) ..vvoveeeerreeeeeeeeeeeesseeeseseessseseeesseesssseeesseess e seenseenseanes (181) (101) 0 (80)
(3) Balance July 1, 1975 R 1,019 699 320 0
(4) $650 distributed to C on July 1, 1975 ......c.cciiiinriieccccereee (650) (330) (320) 0
(5) Portion of 1975 deficit of $365 chargeable as of December 30, 1975,

pursuant t0 § 1.996—2(2) ......cceoeourermririririeireci e (183) (183) 0 0
(6) Balance December 31, 1975 .......ccoorirririiinieirieesie e $186 $186 0 0
(7) $650 distributed to D on December 31, 1975‘ ...................................... (186) (186) 0 0
(8) Balance January 1, 1976 ........... 0 0 0 0

1$60 treated as return of capital pursuant to section 301(c)(2).

Examples 5: (1) Facts. R Corporation, which
uses the calendar year as its taxable year
elects to be treated as a DISC beginning with
1972. X Corporation is its sole shareholder.
At the beginning of 1974, R has a deficit in
earnings and profits of $60 all of which is
composed of ‘‘other earnings and profits’.
For 1974, R has earnings and profits of $80 be-
fore reduction for any distributions and tax-
able income of $70. On June 15, 1974, R makes
a cash distribution to X of $60, with respect
to its stock, to which section 301 applies. On
August 15, 1974, R makes a cash distribution
to X of $30 designated as a distribution to
meet qualification requirements pursuant to
§1.992-3. Under §1.995-2(a), X is deemed to re-
ceive, on December 31, 1974, a distribution of
a dividend of $35, i.e., one-half of R’s taxable
income of $70. The tax consequences of these
facts to X and their effect on R’s earnings
and profits are set forth in the subsequent
subparagraphs of this example.

(2) Dividend treatment of actual distributions.
Since R had $80 of earnings and profits for
1974 and a deficit in accumulated earnings
and profits at the beginning of 1974, only $80
of the actual distributions ($90) are treated
as dividends under sections 301(c)(1) and
316(a)(2). ($10 of the actual distribution,
which is not treated as a dividend is treated
in the manner specified in section 301(c) (2)
and (3).) Thus, under §1.316-2(b), $26.67 of the
actual qualifying distribution made on Au-
gust 15, 1974 ($30x $80/$90), and $53.33 of the
actual distribution made on June 15, 1974
($60x$80/$90), are considered made out of
earnings and profits.

(3) Priority of distributions. Under §1.996—
1(d), for purposes of adjusting the divisions
of R’s earnings and profits and determining
the treatment of subsequent distributions,
the sequence in which each distribution is
treated as having been made is—

(i) First, the deemed distribution of $35,

(ii) Second, the actual qualifying distribu-
tion of $30 made on August 15, 1974, pursuant
to §1.992-3, and

(iii) Finally, the actual distribution of $60
made on June 15, 1974.

(4) Treatment and effect of deemed distribu-
tion. Under §1.995-2(a), on December 31, 1974,
X includes the deemed distribution of $35 in
its gross income as a dividend. Under para-
graph (¢)(1)(ii) of this section, R’s previously
taxed income is increased by $35 as shown on
line (3) of the table in subparagraph (7) of
this example. Under paragraph (b)(1)(ii) and
(2) of this section, accumulated DISC income
is increased by $45 of DISC income, i.e., R’s
earnings and profits for 1974, $80, minus the
deemed distribution of $35, as shown on line
(4) of the table.

(5) Treatment and effect of actual qualifying
distribution of $30. As indicated in subpara-
graph (2) of this example, $26.67 of the $30
qualifying distribution on August 15, 1974, is
treated as made out of earnings and profits
for 1974. Under §1.996-1(b)(1)(i), the entire
$26.67 is treated as distributed out of accu-
mulated DISC income. Thus, on August 15,
1974, X includes $26.67 in its gross income as
a dividend. No deduction is allowable under
section 243. Under paragraph (b)(3)(iv) of this
section, R’s accumulated DISC income is re-
duced by $26.67 as shown on line (6) of the
table in subparagraph (7) of this example.

(6) Treatment and effect of actual distribution
of $60. As indicated in subparagraph (2) of
this example, $563.33 of the $60 distribution on
June 15, 1974, is treated as made out of earn-
ings and profits for 1974. Under §1.996-1(a),
the $53.33 is treated as distributed out of pre-
viously taxed income to the extent thereof,
$35, and then out of accumulated DISC in-
come, $18.33. Thus, on June 15, 1974, X in-
cludes $18.33 in its gross income as a divi-
dend. Under §1.996-1(c), the distribution of
$35 out of previously taxed income is ex-
cluded from gross income. No deduction is
allowable under section 243 with respect to
the actual distribution of $53.33. Under para-
graph (b)(3)(iv) of this section, accumulated
DISC income is reduced by $18.33 and, under
paragraph (c)(2) of this section, previously
taxed income is reduced by $35, as shown on
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line (7) of the table in subparagraph (7) of
this example.

(7 Summary. The effects on earnings and
profits and the divisions of earnings and
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profits are summarized in the following
table:

Earnings |£ggu£lr‘r']_ Accumu- Previously Other earn-
and profits ings and lated DISC taxed in- ings and
for year profits income come profits
(1) Balance January 1, 1974 . ($60.00) | weoveerererriennne ($60.00)
(2) Earnings and profits for year before reduction for
AistribULIONS ..o $80.00 | cvovvieieieciees | ceeeereeeeeees | e | e
(3) Deemed distribution of $35 to X on December 31,
1974, under §1.995-2(2) .....ccceviivieiiiiniiiiiiinieiiiees | e | e | e $35.00 | coerrerieieiianne
(4) DISC income for 1974 of $45 as defined in para-
graph (b)(2) of this section (line 2 ($80) minus line 3
G153 ) OO EOUPRROROR EUTOR $45.00 | cooovveereereenes | e
(5) Balance before actual distributions .............ccceeue. 80.00 (60.00) 45.00 35.00 (60.00)
(6) Qualifying distribution of $30 to X on August 15,
1974, pursuant t0 § 1.992-3 .......cccceoiiiiiriicicie (26.67) (26.67)
(7) Actual distribution to P of $60 on June 15, 1974 ... (53.33) (18.33)
(8) Balance January 1, 1975 ......ccooevrenvenncieenees 0 (60.00) [0 T (60.00)

Example 6. Assume the facts are the same
as in example 5, except that at the beginning
of 1974 R’s accumulated earnings and profits
amount to $60 consisting of accumulated
DISC income of $20, previously taxed income
of $10, and other earnings and profits of $30.
In addition, on August 1, 1974, X transfers all
R’s stock to Y Corporation in a reorganiza-
tion described in section 368(a)(1)(B) in which
under section 354 X recognizes no gain or
loss. Under these facts, X includes in its
gross income for 1974 a dividend of $15 which
is attributable to the actual distribution of
$60 paid out of earnings and profits on June

15, 1974. X excludes from gross income the
balance of the $60 distribution ($45) paid out
of earnings and profits because, under §1.996-
1(a), it is treated as paid out of previously
taxed income. Y includes in its gross income
for 1974 a dividend of $65 of which $35 is at-
tributable to the deemed distribution of a
dividend to Y on December 31, 1974, under
§1.995-2(a) and $30 is attributable to the
qualifying distribution paid out of earnings
and profits to Y on August 15, 1974. The ad-
justments to R’s earnings and profits are
summarized in the following table:

Earnings |aAtggugnalr‘r'1_ Accumu- Previously | Other earn-
and profits ings and lated DISC taxed in- ings and
for year profits income come profits
(1) Balance January 1, 1974 $60 $20 $10 $30
(2) Earnings and profrts for year before reduction for
AIStHDULONS ... B8O | o | v | e | s
(3) Deemed distribution of $35 to Y on December 31,
1974, under §1.995-2(2) .....cccevviviiiiiiiiiiiiiiniiis | e | e | s 35| e
(4) DISC income for 1974 of $45 as defined in para-
graph (b)(2) of this section (line 2 ($80) minus line 3
(BB5)) et nsnenns | e | s 45 | i | e
(5) Balance before actual distributions ...........c.cccceeuene 80 60 65 45 30
(6) Qualifying distribution of $30 to Y on August 15,
1974, pursuant t0 §1.992-3 ........ccccoiiiiiiiiiiiie (26.67) (3.33) [(<10) I I
(7) Actual distribution to X of $60 on June 15, 1974 ... (53.33) (6.67) (15) (45)
(8) Balance January 1, 1975 50 20 0 30

(g) DISCs having corporate and noncor-
porate shareholders. In the case of a
DISC having one or more corporate
shareholders but less than all of its
shareholders subject to the special
rules of section 291(a)(4), relating to

certain deferred DISC income as a cor-
porate preference item, accumulated
DISC income and previously taxed in-
come of the DISC are divided between
the corporate shareholders, as a class,
and the other shareholders, as a class,
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in proportion to amounts of DISC in-
come not deemed distributed and
amounts deemed distributed to each
class. Subsequent taxation of actual
and qualifying distributions shall be
based upon this division. Thus, if a
DISC is owned 50 percent by corporate
shareholders and 50 percent by indi-
vidual shareholders and has undistrib-
uted taxable income of $2,000 for its
year, the division is made as follows:

Corporate shareholders:
Previously taxed income (57.5% of

$2,00042) ..o $575
Accumulated DISC income (42.5% of

$2,00042) ..ot 425

Individual shareholders:

Previously taxed income (50% of

$2,00042) ..o 500
Accumulated DISC income (50% of

$2,00042) ..ovviiei s 500

(Secs. 995(e)(M), (8) and (10), 995(g) and 7805 of
the Internal Revenue Code of 1954 (90 Stat.
1655, 26 U.S.C. 995 (e)(7), (8) and (10); 90 Stat.
1659, 26 U.S.C. 995(g); and 68A Stat. 917, 26
U.S.C. 7805))

[T.D. 7324, 39 FR 35121, Sept. 30, 1974, as
amended by T.D. 7854, 47 FR 51742, Nov. 17,
1982; T.D. 7984, 49 FR 40024, Oct. 12, 1984]

§1.996-4 Subsequent effect of previous
disposition of DISC stock.

(a) Shareholder adjustment for pre-
viously taxed income. (1) Under section
996(d)(1), except as provided in subpara-
graph (2) of this paragraph, if—

(i) Gain with respect to a share of
stock of a DISC, or former DISC, is
treated under §1.995-4 as a dividend,
and

(ii) With respect to such share, any
person subsequently receives an actual
distribution made out of accumulated
DISC income, or a deemed distribution
made, pursuant to §1.995-3, by reason of
disqualification, out of accumulated
DISC income,
then such person shall treat such dis-
tribution in the same manner as a dis-
tribution from previously taxed income
(and thus excludable from gross income
under §1.996-1(c)) to the extent that the
gain referred to in subdivision (i) of
this subparagraph exceeds the aggre-
gate amount of any other distributions
with respect to such share which were
treated under this subparagraph as
made from previously taxed income.

(2) In applying subparagraph (1) of
this paragraph with respect to a share
of stock in a DISC, or former DISC, the

§1.996-4

gain referred to in subparagraph (1)(i)
of this paragraph does not include any
gain to a shareholder on a redemption
of such share which qualifies as an ex-
change under section 302(a) or any gain
on a disposition of such share prior to
such redemption. Distributions de-
scribed in subparagraph (1)(ii) of this
paragraph do not include a distribution
in a redemption which qualifies as an
exchange under section 302(a). For ad-
justments to accumulated DISC in-
come by reason of dividend treatment
under §1.995-4 with respect to gain
upon a redemption of DISC stock to
which section 302(a) applies and upon a
prior disposition of such stock, see
paragraph (b) of this section.

(3) Example. The provisions of this
paragraph may be illustrated by the
following example:

Example. In 1974, under §1.995-4, A, a share-
holder of a DISC, on the sale of his DISC
stock to B, is required to treat $20 of his gain
as a dividend. The DISC has no previously
taxed income and $40 of accumulated DISC
income. Subsequently in the same year, B,
the purchaser of the stock, receives an ac-
tual dividend distribution of $15 with respect
to such stock which, under §1.996-1(a), is
treated as made out of accumulated DISC in-
come. The amounts of the DISC’s previously
taxed income and accumulated DISC income
were not adjusted by reason of the $20 treat-
ed as a dividend on the prior sale. However,
even though the DISC had no previously
taxed income, the purchaser would treat the
$15 as though it had been paid out of pre-
viously taxed income and, therefore would
not include the $15 in gross income. If in
1975, B receives another actual distribution
of $9 with respect to such stock, $5 (i.e., $20
dividend on A’s sale less the $15 distribution
to B in 1974 which was treated under sub-
paragraph (1) of this paragraph as made from
previously taxed income) is treated as made
from previously taxed income and excluded
from gross income. The result would be the
same if, on January 1, 1975, B had transferred
such stock to C by gift and the $9 distribu-
tion had been made to C.

(b) Corporate adjustment upon redemp-
tion. (1) Under section 996(d)(2), if by
reason of §1.995-4 gain on a redemption
of stock in a DISC, or former DISC, is
included in the shareholder’s gross in-
come as a dividend, then the accumu-
lated DISC income shall be reduced by
an amount equal to the sum of—

(i) The amount of gain on such re-
demption which, under §1.995-4, is
treated as a dividend, and
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